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The Medicare insurance program for the aged has 
imposed certain cost finding requirements upon hos-
pitals, home health agencies and extended care facili-
ties which have qualified as providers under the 
Medicare program. Beginning January 1, 1967, nursing 
homes that qualify must also meet these requirements. 
Cost finding is the; systematic allocation of total 
institutional costs to revenue producing centers. The 
rationale for the cost finding requirements is that the 
Social Security Amendments of 1965 require that the 
amount paid to the provider, for services rendered to 
beneficiaries, will be the "reasonable cost" of such 
services. Thus, the intent of the law is that only those 
costs incurred by institutions, which relate to patients 
covered by the program, will be born by the program. 
The Department of Health, Education and Welfare has 
established "principles of reimbursement" which pro-
vide guidelines to be used in determining reasonable 
cost. These principles will be applied locally by Blue 
Cross and certain private insurance companies acting 
as fiscal intermediaries for the Department. 
Essentially it is these intermediaries who will deter-
mine whether a provider has (1) properly allocated 
cost to Medicare patients and (2) included only those 
costs allowed by the "principles of reimbursement." 
One of the most important problems facing provider 
institutions is how critical the fiscal intermediary is 
going to be in assessing the institutions' bases and 
methods of cost allocation. All indications are that the 
intermediaries will take a reasonable approach so long 
as the institutions use generally acceptable cost ac-
counting methods in their cost allocation procedures. 
There is another aspect to the reimbursement ques-
tion, namely: the "principles of reimbursement" make 
available to the provider certain options which can be 
used to determine reimbursable costs. It is of utmost 
importance that the provider determine its reimburs-
able costs under all options available in order to 
obtain maximum reimbursement. 
DEPRECIATION OPTIONS 
One of these options involves depreciation. The 
principles state that depreciation on all assets 
acquired after December 31, 1965 must be based on 
cost. However, straight-line or accelerated deprecia-
tion methods may be used. In addition the provider 
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may change methods if the intermediary approves, 
and the request for change must be made before the 
end of the first month of a reporting period. The 
principles also state that, for assets acquired before 
1966, the provider may determine an allowance of 
depreciation based on actual asset cost. The operating 
costs to which the percent is applied are the lower 
of the institution's 1965 operating costs or current 
year's allowable costs. These costs must be reduced 
by actual depreciation and estimated depreciation on 
rented depreciable-type assets. The percent to be used 
is 5% beginning with the year 1966-67, and is reduced 
by 1/2% each year until 1976-77 when it becomes 0. 
This allowance is in addition to the depreciation on 
assets acquired after 1965. The provider may switch 
from the percentage allowance to depreciation based 
on cost at any time, providing of course there are 
adequate cost records to support the change. 
In view of the foregoing, certain comments may be 
made. Accelerated depreciation results in greater de-
preciation in the earlier years the Medicare program 
is in effect. There is a strong possibility that patient 
care services to Medicare recipients will increase in 
future years resulting, in the long run, in greater re-
imbursement to provider institutions from use of 
straightline depreciation at the start of the program 
than from accelerated methods. However, at the point 
when it appears that Medicare patient costs as a per-
cent of total costs have reached a relatively constant 
level, the provider should consider switching to an 
accelerated method on new asset acquisitions. 
Even though the provider has recorded and identi-
fied, by department, the actual cost of assets acquired 
prior to 1966, it may still use the percentage method 
for determining the depreciation allowance. The insti-
tution should first have an appraisal of these assets 
to determine costs, assuming these costs are not 
known. Second, the institution should: 
1. Calculate the allowance under the percentage 
method. 
2. Distribute the allowance to department. 
3. Determine the portion of the allowance reim-
bursable from Medicare. 
4. Calculate depreciation based.on actual cost. 
5. Distribute the depreciation to department. 
6. Determine the portion of depreciation reimbursa-
ble from Medicare. 
7. Determine which method results in the greatest 
amount of reimbursement. 
It should be noted, however, that once the provider 
used actual depreciation on assets acquired prior to 
1966, it cannot use the percentage method again. 
Exhibit I illustrates the calculation. 
EXHIBIT I 
Operating costs for 1965 $1,000,000 
Depreciation taken in 
1965 50,000 
Operating costs for 1965 
excluding depreciation 
Current year's allowable 
cost $1,200,000 
Depreciation taken in 
current year on assets 
acquired after 1965 20,000 
Current year's allowable 
cost excluding 
depreciation 
Percent for determining the 
allowance 
Allowance (5% of $950,000) .. 
Depreciation based on 
actual cost 
$ 950,000 
$1,180,000 
5% 
$ 47,500 
$ 60,000 
Distribution of Depreciation 
Department 
In-patient 
Nursery 
Maternity 
Operating room 
Delivery room ... 
X-Ray 
Pharmacy 
Laboratory 
Allowance 
Sq. 
feet % 
70% 
1 % 
2% 
10% 
1 % 
4% 
2% 
10% 
100% 
Amount 
$33,250 
475 
950 
4,750 
475 
1,900 
950 
4,750 
$47,500 
Actual 
Specific 
to dept. 
$15,000 
4,000 
4,000 
3,000 
3,000 
25,000 
2,000 
4,000 
$60,000 
Percent 
Medicare 
30% 
0% 
0% 
40% 
0% 
20% 
30% 
30% 
Reimbi 
Allowance 
$ 9,975 
— 
— 
1,900 
— 
380 
285 
1,425 
$13,965 
jrsement 
Actual 
$ 4,500 
— 
— 
1,200 
— 
5,000 
600 
1,200 
$12,500 
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The "principles of reimbursement" allow the 
provider to take depreciation on assets fully depre-
ciated on the books so long as the assets are still in 
use. In addition, the provider can revaluate the lives 
of assets. 
The principles also allow depreciation on do-
nated assets and assets financed by Hill-Burton or 
other Federal or Public funds. 
For purposes of illustration, depreciation was dis-
tributed to revenue producing departments only; in 
actual practice it would be distributed to all depart-
ments and then redistributed from non-revenue to 
revenue producing departments. 
The Exhibit demonstrates that even though depre-
ciation based on cost is greater than that computed 
using the percentage allowance, greater reimburse-
ment can result from using the percentage allowance. 
The $20,000 current year's depreciation would be 
distributed in like manner under either method used. 
COST FINDING OPTIONS 
Another option involves the method of cost finding, 
i.e., the method of allocation of costs of non-revenue 
producing departments to each other and to revenue 
producing departments. The "principles of reimburse-
ment" require that financial and statistical data must 
be recorded in such a way as to provide reasonable 
allocation of costs. The principles require the use of 
the Step-Down method, the Double-Apportionment 
method or a more sophisticated method of cost find-
ing. The provider may select any one of these meth-
ods for the first reporting period. Thereafter, the pro-
vider must obtain approval to switch from one method 
to another. 
The Step-Down method results in the distribution 
of costs of non-revenue producing centers to other 
non-revenue producing centers and to revenue pro-
ducing centers which they serve. This distribution is 
done in the order of greatest number of other centers 
served. Once a center has been distributed, no other 
costs are distributed to that center. Ultimately all non-
revenue producing centers are distributed to revenue 
producing centers. Exhibit II is a simplified illustra-
tion of the Step-Down method. 
The Double-Apportionment method works essen-
tially the same way as the Step-Down method except 
that more costs can be distributed to centers after 
the initial distribution of that center. Exhibit III is a 
simplified illustration of the Double-Apportionment 
method. 
For the first reporting period, the provider may 
choose the method which results in the greates reim-
bursement of cost. In order to determine which method 
provides the greatest reimbursement, the resulting cost 
allocations must be apportioned between Medicare 
and non-Medicare patients. 
ILLUSTRATION OF DOUBLE-APPORTIONMENT METHOD OF COST FINDING 
Allowable 
Department costs 
Administration $ 80,000 
Employee Health & Welfare 25,000 
Maintenance of plant 30,000 
Housekeeping 20,000 
Operating room 20,000 
Laboratory 25,000 
Routine patient care 300,000 
$500,000 
Administration 
(accumulated 
cost) 
$ 4,800 
5,600 
4,000 
4,000 
4,800 
56,800 
$80,000 
Employee Health 
& Welfare 
(payroll dollars) 
$ 2,000 
— 
2,000 
4,000 
1,000 
2,800 
18,000 
$29,800 
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ILLUSTRATION OF STEP-DOWN METHOD OF COST FINDING 
EXHIBIT II 
Department 
Administration 
Employee Health & Welfare 
Maintenance of plant 
Housekeeping 
Operating room 
Laboratory 
Routine patient care 
Allowable 
costs 
$ 80,000 
25,000 
30,000 
20,000 
20,000 
25,000 
300,000 
$500,000 
Administration 
(accumulated 
cost) 
$ 4,800 
5,600 
4,000 
4,000 
4,800 
56,800 
$80,000 
Employee Health 
& Welfare 
(payroll dollars) 
$ 3,000 
5,000 
1,000 
6,800 
14,000 
$29,800 
Maintenance 
of plant 
(square feet) 
$ 3,600 
3,000 
12,000 
20,000 
$38,600 
Housekeeping 
(hours of 
service) 
$ 2,600 
8,000 
22,000 
$32,600 
Total 
$ 30,600 
56,600 
412,800 
$500,000 
EXHIBIT III 
SIMPLIFIED DOUBLE-APPORTIONMENT METHOD 
Maintenance 
of plant 
(square feet) 
$ 2,000 
1,000 
3,600 
3,000 
2,000 
26,000 
$37,600 
Housekeeping 
(hours of 
service) 
$ 1,300 
1,000 
2,000 
2,300 
2,000 
23,000 
$31,600 
Administration 
(accumulated 
cost) 
$ 20 
20 
320 
370 
4,570 
$5,300 
Employee Health 
& Welfare 
(payroll dollars) 
$ 100 
100 
300 
400 
1,120 
$2,020 
Maintenance 
of plant 
(square feet) 
$ 100 
150 
150 
1,720 
$2,120 
Housekeeping 
(hours of 
service) 
$ 30 
20 
150 
$200 
Total 
$ 31,100 
37,540 
431,360 
$500,000 
COST APPORTIONMENT OPTIONS 
The provider has the option of using the Depart-
mental Method or the Combination Method to achieve 
this apportionment. 
The Departmental Method apportions costs to Medi-
care patients on the basis of the ratio of Medicare 
charges to total patient charges of each revenue pro-
ducing department. Exhibit IV illustrates the pro-
cedure and the resulting reimbursement under each 
method of cost finding. 
The Combination Method apportions the cost of 
routine services to Medicare patients on the basis of 
the average per diem cost of these services for all 
patients. The cost of ancillary services is apportioned 
to Medicare patients on the basis of the ratio of 
Medicare patient charges for these services to total 
patient charges for these services. Exhibit V illus-
trates the procedure and the resulting reimbursement 
under both the Step-Down and Double-Apportionment 
methods of cost finding. Exhibit VI summarizes reim-
bursement under various options. 
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The above methods of cost apportionment assume 
that the provider has used acceptable cost finding 
methods for cost allocation. If the provider is unable 
to use the Step-Down method or Double-Apportion-
ment method of cost finding, the fiscal intermediary will 
estimate the apportionment of cost between routine 
services and ancillary services. The provider must 
then use the Combination Method to apportion costs 
to Medicare patients. The estimated allocation method 
is allowed for cost reporting periods falling between 
July 1, 1966 and July 1, 1968. 
For the first reporting period (or the first two re-
porting periods for providers whose fiscal year ends 
Total inpatient days 21,000 
Total Medicare patient days 6,300 
Cost Determined by Step-Down Method (See Exhibit II) 
Reimbursable 
cost 
Total routine service costs $412,800 
Total inpatient days -^21,000 
Cost per patient day 19.66 
x 
Medicare patient days 6,300 $123,858 
Total allowable ancillary costs.. $ 87,200 
x 
Ratio 37.6% 32,787 
$156,645 
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prior to January 1, 1967) the provider has the option 
of using any combination of cost finding methods and 
apportionment methods which results in the greatest 
reimbursement. However, thereafter a request for 
change to another method must be made to the inter-
mediary before the end of the first month of the 
reporting period in which the change takes place. 
Consequently, the reporting periods falling between 
July 1, 1966 and January 1, 1968 are the only ones in 
which the provider can calculate the reimbursement 
under all options and select the most advantageous 
Thereafter, the provider will have to forecast the 
results of a change in method. 
EXHIBIT V 
Total charges—ancillary service $85,000 
Medicare charges—ancillary service $32,000 
Ratio 37.6% 
Cost Determined by Double-Apportionment Method 
(See Exhibit III) 
Total allowable routine 
service costs $431,360 
Total inpatient days -^21,000 
Cost per patient days 20.54 
x 
Medicare patient days 6,300 $129,402 
Total allowable ancillary costs $ 68,640 
x 
Ratio 37.6% 25,809 
$155,211 
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ILLUSTRATION OF DEPARTMENTAL METHOD OF APPORTIONMENT 
Cost Determined by Step-Down Method (See Exhibit II) 
Medicare Total Total 
Inpatient Inpatient allowable 
charges charges Ratio cost 
Operating room $ 14,000 $ 40,000 35% $ 30,600 
Laboratory 18,000 45,000 40 56,600 
Routine patient care 120,000 400,000 30 412,800 
$152,000 $485,000 $500,000 
Cost Determined by Double-Apportionment Method (See Exhibit III) 
Operating room $ 14,000 $ 40,000 35% $ 31,100 
Laboratory 18,000 45,000 40 37,540 
Routine patient care 120,000 400,000 30 431,360 
$152,000 $485,000 $500,000 
ILLUSTRATION OF COMBINATION METHOD OF APPORTIONMENT 
EXHIBIT IV 
Medicare 
reimbursable 
cost 
$ 10,710 
22,640 
123,840 
$157,190 
$ 10,885 
15,016 
129,940 
$155,841 
EXHIBIT VI 
SUMMARY OF REIMBURSEMENTS USING 
VARIOUS OPTIONS 
Departmental Ratio of Charges to Costs: 
Step-Down method $157,190 
Double-Apportionment method 155,841 
Combination method: 
Step-Down method 156,645 
Double-Apportionment method 155,211 
REPORTING PERIOD OPTION 
One further option available to the provider is the 
selection of the reporting period. The reporting period 
need not coincide with the provider's accounting per-
iod. The first reporting period may cover less than 
twelve months but not less than six months. If the 
provider selects a reporting period other than its 
fiscal year the accounts must be as fairly stated (in-
cluding accruals and adjustments) as at the end of 
the fiscal period. Once a reporting period is selected, 
however, it cannot be changed. The selection of the 
reporting period can be critical if the provider elects 
to Use the 5% allowance in lieu of depreciation based 
on cost for assets acquired prior to 1966. If the pro-
vider so elects, the first reporting period must cover 
the first twelve month period during which the Medi-
care program is in effect in order to receive the 
maximum amount of depreciation. This means that 
the first reporting period must be July 1, 1966 to June 
30, 1967. The following example illustrates the effect 
on the depreciation allowance of using less than 
twelve months for the first reporting period: 
Assume: Annual allowable costs on which the percent allowance is calculated are $2,000,000. 
Allowance 
Period ending 
12/31 Allowance Allowance 
Period ending 
6/30 
5 
4V2 
4 
3V2 
3 
21/2 
2 
iy2 
1 
y2 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
$ 50,000 
90,000 
80,000 
70,000 
60,000 
50,000 
40,000 
30,000 
20,000 
10,000 
$500,000 
5 
4V2 
4 
3V2 
3 
21/2 
2 
IV2 
1 
1/2 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
$100,000 
90,000 
80,000 
70,000 
60,000 
50,000 
40,000 
30,000 
20,000 
10,000 
$550,000 
Of course the amount of "lost" reimbursement de-
pends upon the ratio of Medicare patient charges to 
total patient charges. However, no matter what the 
ratio is, the total reimbursement will be less if the 
first reporting period does not cover the twelve month 
period, July 1, 1966 to June 30, 1967. It is interesting 
to note that the loss begins in the first reporting 
period when most providers will use the percent allow-
ance option because their asset records are not ade-
quate enough to support depreciation based on cost. 
Once the provider switches to depreciation based on 
cost it will no longer suffer the effects of the first 
reporting period being less than twelve months. 
The foregoing are some of the options available to 
providers in determining reimbursement from the 
Medicare program. Many of them may be used for 
maximum benefit only for the reporting periods fall-
ing between July 1, 1966 and January 1, 1968. In 
order to obtain maximum reimbursement, providers 
must be aware of these options and make judicious 
use of them. 
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